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Abstract

This paper atempts to introduce the entrepreneur as the “economic man” into a neoclassica
framework and to indicate the role of government in fostering entrepreneurship. The entrepreneur is
assumed to behave as if he maximizes utility including his value and desire to succeed, subject to an
income congdraint, of which his physica effort in subsistent production and entrepreneuriad production
generae this income. Entrepreneurship, specificdly, is defined as an “economic system” that consists of
three components. (1) entrepreneurs, who desire to achieve their gods of economic surviva and
advancement; (2) the socia condtitution, that the entrepreneur’s right of free enterprise is granted; and
(3) the government, that has the ahility to adjust the economic indtitutions that can work to protect each
individua entrepreneur and to simulate entrepreneurs motive to achieve toward fostering of economic
development and growth.
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I ntroduction

Most mainstream economigts at present have not yet shown substantia interest in entrepreneurs
and entrepreneurship as primary ingruments of long-term economic development and growth.
Nevertheless, there has been some fascinating literature attempting to carry on the work of predecessor
economigts, providing arole for entrepreneurs and entrepreneurship to play in the economy. There have
been two major research camps: one within microeconomics and the other in macroeconomics The
microeconomic approach mainly focuses on entrepreneurs persona traitsin areas such as labor
economics, industrial organization and business-manageria economics? The macroeconomic research
primarily concentrates on entrepreneurs as special human resources who are responsible for economic
development and growth.®

In those literatures, however, both the entrepreneur and entrepreneurship often have beenill-
defined. The confusion falsinto two categories. First, there has been atendency to treat these two
terms as interchangeable which blurs the distinction between the entrepreneur as an economic agent and
entrepreneurship as a system that consists of entrepreneurs, alegd and inditutiond arrangement and an
environmenta gructure, dl of whichinfluence and congtrain entrepreneurs economic behavior. Second,
researchers are often focused on the detailed roles (functions) and traits of entrepreneurs, thereby losing
sght of the economic fundamentals of entrepreneurs.

The difficulty of research on entrepreneurs and entrepreneurship aso is originated in the policy
implications. The history of economic thought isfull of discord, and each theory sometimes can be used
for apolitica purpose. Thereiswhat is cdled “positive economics,” yet paliticians have often used

positive economics as atool to promote their normative orientation For example, the study of

! There have been large collections of literature in the fields of Economic History and History of Economics.

2 Examplesinclude recent theoretical research by Edward L azear (2002) who describes entrepreneurs as jacks-of-al-
trades who may not excel in any one skill but are competent in many. Evans and Leighton (1989) empirically study
self-employment (alabor classification) selection and earning as entrepreneurial selection and earning. Schumpeter
(1934) has been the bible of entrepreneurship in Industrial Organization. His books focus on technical innovation,
managerial innovation that carries out unique combinations of resources to create new products, services, processes,
organizational structures, sources of supply, and markets. In their creative destruction entrepreneurs continually
make existing methods and products obsolete by successfully introducing innovations. This process resultsin new
entries and business startups.

¥ Among many others, William Baumol has made profound contribution to the literatures of entrepreneur and
entrepreneurship since late 1960s. Not only did he acknowledge entrepreneurs as the apex of the hierarchy that
determines the behavior of the firm, he also made entrepreneurs responsible for historic slowdowns or great gapsin
economic growth.



entrepreneurs and entrepreneurship has sometimes migtakenly been viewed as promoting “ supply-sde”’
policy. At the same time, sudying the role of the government in fostering entrepreneurship is often been

interpreted as violation of laissez-faire.

In his 1982 book, Casson pointed out that “there is a gap in the economics of the
entrepreneur.” He said, amost dl the socid sciences have atheory of the entrepreneur, except

economics. He gave two main reasons why there is no economic theory of the entrepreneur:

"Thefirst liesin the very extreme assumptions about access to information which are
implicit in orthodox economics -- that isin the neoclassical school of economic thought.
Smple neoclassical models assume that everyone has free access to all the information
they require for taking decisions.”

“ Secondly, the Austrian school of economics, which takes the entrepreneur more
serioudly, is committed to extreme subjectivism -- a philosophical standpoint which
makes a predictive theory of the entrepreneur impossible. They argue that anyone who

has the sort of information necessary to predict the behavior of entrepreneurs has a

strong incentive to stop theorizing and become an entrepreneur himself. They suggest,

furthermore, that by entering the system himself, the theorist may well generate a

behavioral response which would falsify his own prediction.”

As Casson notes, those two assumptions are at best exaggerations. Unfortunatdly, like many
others who attempted to build an economic theory of the entrepreneur, Casson was not able to focus on
the most indispensable role of entrepreneursin the economy. He was tangled in the complex multi-leve
functions of entrepreneursin business. It can be said that the key problem underlying the absence of
economic theory of the entrepreneur isthe absence of a method of abstraction of the entrepreneur ina
form that permits the main economic role and behavior to be predicted and aggregated in a neoclassica
framework.

Inspired by many economists such as Professor Baumol who has worked to construct an
economic theory of the entrepreneur and entrepreneurship, this paper attempts to help bridging the gap
in the theory by introducing the entrepreneur into the economic system and by acknowledging roles of
the government in fostering entrepreneurship. To achieve this god, aneoclassicd framework will be
employed and the roles of the entrepreneur and the government will be greatly abstracted into the

amplest forms. We attempt to stay in the camp of macroeconomics so that we do not narrow our focus



to the specific functions of the entrepreneur or particular process in entrepreneuria activities. Instead,
we will explore the primary roles of the entrepreneur as the economic man. We will andyze the
condiitutiona and indtitutiond structures that can ensure that entrepreneuriad resources are effectively
alocated to serve the best interest of the society. The role of government must evidently  be played out
in the connection between the entrepreneur and the socid-political system.

Section 2 reviews and discusses the exigting literature relevant to the entrepreneur and
entrepreneurship. This literature review will attempt to distinguish dearly two pairs of terms. One pair is
“entrepreneur” and “firm” and the other is “entrepreneur” and “entrepreneurship.” Section 3 proposes
an andytica modd attempting to capture the role of entrepreneur and entrepreneurship in the economy,
and findly, Section 4 presents the findings of the paper.

Literature Review and Discussion

In his 1993 article, “Forma Entrepreneurship Theory in Economics. Existence and Bounds,”
Baumol stated that,

“ It seems to be taken for granted in the literature that, even if entrepreneursare not in
complete control of our economic destiny, they influence its direction as few, if any
others, are able to do. But having acknowledged this, implicitly or explicitly, normally no
more is done to incor porate the entrepreneur’ s role into the mainstream models of value
theory or the theory of the firm.”

The problem actualy was originated from here: What vaue and whose vaue were to be
modded? What is afirm? Does afirm have avalue? Is afirm the entrepreneur? Whet is the
entrepreneur? What is entrepreneurship? The neoclasscd theory of the firm failed to answer those
questions because of the ambiguity in the definition of the firm. The neoclassica vaue theory faled to
answer those questions because of the rejection of the fact that entrepreneurid behavior isthe
foundation of economic behavior, and the entrepreneur’ s essentia economic motive was overl ooked.
There were not many scholars who were entrepreneuria enough or who deviated sufficiently from the

maingtream to give aswers to those questions. In other words, we have forced ourselvesto live with



the ambiguity cdled the “maingtream” that evolved from the predecessor economists' unfinished
framework of economic theory. The vitd part of this ambiguity is the theory of the firm.

“The Entrepreneur isthe Firm”

In economics as an academic discipline, the theory of the firm has based its results dmost
entirely on the foundation of optimization. Firms are expected to hire workers, utilize the capital and
produce the output dl at the quantity where they maximize their profits. Is the firm an inditution that
congsts of agroup of individuas? If it istrue, what is the vaue of the maximized profit to those
individua persons? In the neoclassicad scheme, each individud is supposed to possess full information
about every existing demand pattern and supply curve of any product and its price. How does a
consumer determine hisor her utility of consuming an unprecedented and unexpected new product and
how does one determine the initid price for this new product? How does the “invisble hand” work here
to link the demand and supply? It would be a good story to tel if this unprecedented and unexpected
goods producer, we call the entrepreneur, could set up the price of this new good in terms of exigting
goods that match his margina rate of substitution between these two goods; the entrepreneur’ s utility
would be maximized.

Fortunatdly, James H. Stauss was the most important, if not the only scholar who made an
exceptionally bold proposition: the firm is the entrepreneur, from both legal and academic perspectives’
In his 1944 article, he made clear the digtinction between the entrepreneur as an individua economic
agent vs. the firm as an economic inditution. He sharply points out:

“With respect to the proposition that the firmis the entrepreneur, it must be set forth at
the beginning that the entity known subsequently as the firmis taken as a real institution.
As such the firm exists apart from the individual s who compose its decision-making
organization, but it does not function apart from them.” °

This proposition both challenged and devel oped the neoclassica theory of the firm. The “firm” was
personified by identifying the role of the entrepreneur in the firm. From this point, we should further

propose that the entrepreneur is the neoclassical economic representative, i.e., the economic man. The

* James H. Stauss (1944), “ The Entrepreneur: The Firm,” The Journal of Political Economy, Vol. 52, Issue 2, June, P
112-127.
®1bid.



research on the behavior of firms as entities or industrid organizations should not be confused with the

behavior of the entrepreneur as decison making individua economic man.

Survival and Advancement —the Economic Role of the Entrepreneur

What roles and characteristics congtitute the entrepreneur as the economic man? The term
entrepreneur is derived from the old French entreprendre, which can be trandated “to undertake.” The
word can be explained as a person who organizes, operates, and assumes the risk for business
ventures, especidly an impresario. Instead of tangling the detail of the entrepreneur functions, Baumol
congstently suggested that it is necessary for us to focus on two functions of the entrepreneur and
differentiate between the entrepreneuria function and the manageria function. Hewrote,

“There are, however, two uses of the term ‘entrepreneur’ which, though both legitimate,
are entirely different in their substance. One uses the termto refer to someone who
creates and then, perhaps, organizes and operates a new business firm, whether or not
there is anything innovative in those acts. The second takes the entrepreneur asthe
innovator — as the one who transforms inventions and ideas into economically viable
entities, whether or not, in the course of doing so they create or operate a firm.” °

This differentiation isimportant. Both types of entrepreneurs are significant for the performance
in the economy, but they differ profoundly in their roles, the nature of their influence, and the type of
andysisther rolesrequire. Imagine Adam and Eve, who were created by God, live on the naked land
with natura resources that God endowed. Both of them had to achieve two gods. Oneisto survive for
the present (God permitted them to pick up any fruit) and the other isto make advances for the future
(they made cloth for themselves, created their offspring and gained knowledge and skills). These two
roles of the economic man or the entrepreneur can be found in men and women, straight and gay,
elderly and young, business and poalitics, arts and athletics, military and church, government and
academics and so on. No two individuas would perform identica economic activities in the concrete

sense, but dl individuas have to survive and advance in the abstract sense.

® See Baumol (1993).



Survivd for the present obligates one to take certain risks, to respect routines, to be organized,
to be diligent and to be willing to engage in the repetitive, anong many other qualities.” The
advancement for the future, on the other hand, requires one to have vision, to take risk, and to be
innovative. Schumpeter focused on innovation as an integrd role of the entrepreneur, who creates or
expands afirm to supply needed inputs or outputs, or connect different markets, and/or to cresate,
expand or modify amarket.?

People often found that the ability to make advancementsis rare and most of usengagein
activities for surviva. Schumpeter (1934) assarts that “more generdly, an untried technica possibility for
producing anew commodity or producing an old onein anew way ... (this) requires gptitudes that are
present in only asmall fraction of the population ...”° This statement does not ater the fact that the
entrepreneur or the economic man’srole in the economy is twofold: first, the management for survivd,

for routine and for status quo; and second, the creation for advancement, for growth and for dynamics.

“Desireto Achieve” and Utility Maximization

The mogt intriguing work with respect to identifying the characterigtics of the entrepreneur was
by David McCldland. In his paper “The Achievement Mative in Economic Growth,” McCleland
identified the need for achievement — or N-achievement — as the most distinguishable qudlity of
entrepreneurs. According to McCldland (1971), “Rapid economic growth has usualy been explained in
terms of ‘externd’ factors — favorable opportunities for trade, unusual natural resources, or conquests
that have opened up new markets or produced internal political stability. In the present case, however,
the emphasisisreversed: it isinternd factors, the human vaues and motives that lead man to exploit
opportunities, to take advantage of favorable trade conditions; in short, to shape his own destiny.” The
individua who exhibits a high degree of N-achievement is not motivated by money per sg; they are
motivated by the desire to succeed. McCldland (1971) wrote, “Desre to achieve can never be satisfied

" For example, if Eve and Adam would not have taken the risk to eat the fruit from the tree of the knowledge of good
and evil, they must have been still naked and lived in caves like our cousins such as gorillaand chimpanzee.

8 Innovation is the key element that contributes in the growth of an economy at the macro-level and of businesses at
themicro-level; and it also contributes in the society progress. With adefinite conviction for future, a shrewd
politician or social worker can beinnovative to lead people to create a better society and an institutional system. We
can call those people as social entrepreneurs. The Social Welfare program was changed into “Workfare” program
was one of many social-political changesthat can be called entrepreneurial.

® See Schumpeter (1947).



by money, but estimates of profitability in money terms can provide concrete knowledge of how well
oneisdoing one sjob.”

The traditiona neoclassical framework & least failed to give economic explanation for three
extreme cases. dedtitute inventors, wedthy workaholics and underprivileged daves. For thefirst case,
the choice for alocating his labor seems to be not rational. For the second case, the decision making for
labor and leisure through utility maximization is not bound by the income congtraint. For the last case,
the choice for labor and leisure is not an option but a dream. To incorporate a* subjective’” element of
“desreto achieve’ in the economic man's utility function might be able to explain some economic
activities that the traditional model can never explain.

Now if we are to congtruct the entrepreneur as “economic man” who is assumed to behave as if
he maximizes utility, subject to a set of condraints, we must vaidate his need to achieve by adding it into
his utility function.® Under this assumption, his utility should be positively corrdlated to his actions of
which the most obvious can be described as congtantly pushing onesdf, reaching for new heightsand a
strong desire to succeed. Though dl entrepreneurs do not perform the same function in the economy, it
can be said that dl entrepreneurid functions are performed by individuas who share the same
motivation. It does not matter whether the entrepreneur manages a workshop, or invents anew
computer chip; whether he works for his magter, or for his dream. What mattersis the interna drive of
the entrepreneur — the economic man who needs to succeed: complete his invention, survive beneath his
megter, or amply fulfillshislig of “must do.”

Thisideawas aso found in Cole (1968), “The entrepreneur rardly holds long to the concept of
success that lured him into initid action. He is moved by his ever expanding knowledge of the totd
Stuation surrounding him, to modify his primary objectives, thus fitting action of his enterprise more
closdly to the requirements of the economy.”**

In contrast to Romer’ s explanation of long term economic development due to human capital —

accumulation of knowledge and skill, Hossaini (1992) argues that “ Scientific knowledge and technical

10« Economic manisthen ‘rational’ if he pursues this objective although he may face obstacles, such asimperfect
information, which prevent him actually achieving the goal. Rational man in economics may however pursue
objectives other than maximization of utility, in which case heisrational if he pursuesthat foal in a self-consistent
manner.” See David W. Pearce (1983), The Dictionary of Modern Economics, p. 123.

" Cole, Arthur H. (1968), "The Entrepreneur - I ntroduction Remarks," AER, May, 60-63.



skills merely determine potentidities.” However, the redization of idess, such as busness formation or
economic advancement, “crucialy depends on the cost and the risk factors which are related to the
quality of the labor force” What is the essence of the qudity of the labor force that can be viewed as
the kernel of the economic man? Hossaini directly points to the human motivation. He ates “The
presence of the highest state of knowledge in the form of libraries, equipment and the machinery and the
presence of the most able work force in terms of knowledge, skill and dexterity can be of little useif the
individuas are not sufficiently motivated to work hard, bear responsibility and adhere to certain codes of
work ethics."*?

It isnot anew ideathat aset of vaues originating from the teachings of ascetic sects of
Protestantism, Puritans and Cavinigsin particular, who played a mgor role in the development of
modern capitalism.*® Almost dl communist nations had successfully motivated their citizens to hold their
mord doctrines akin to the Christianity. Hundreds of millions of women and men among the best
ascetics and intelligentsiain the world had believed sdf-sacrifice and made great contributions to their
€Cconomies.

Economic higtory has shown that neither the most religious nations nor the communist nations
had made congistent record of a balanced economic development and growth for the long run. Saudi
Arabiaand the former Soviet Union might be the most convincing counter examples. No one dare to
assart that if there were no entrepreneurs in those nations, yet no one would expect to find the
indigenous “Bill Gates.” Where were entrepreneurs in those nations? Surprisingly, you may find
entrepreneurs among the most loya disciples of Osama Bin Laden and among the savwviest KGBs.*

The Entrepreneur Creates supply and Links with Demand

As apredecessor of the neoclassca school and their equilibrium analysis, Say is well-known
for his contribution in the development of the Theory of Markets.™ The theory is based on the smple

2 Hamid Hosseini (1992) [American Journal of Economics and Sociology, January, 1992]?

3 One example is Max Weber (1905), The Protestant Ethic and the Spirit of Capitalism, translated by T. Parsons, Allen
& Unwin, Winchester, MA.

“What we can conclude here is that the entrepreneur with “desire to achieve” is not the necessary condition of
economic survival and advancement but it isasufficient condition. This turns our attention to the concept of
entrepreneurship, of which wewill discuss later.

1> See A Treatise on Political Economy. translated by C. R. Prinsep (4" ed.; Philadel phia, 1853).
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concept that exchange between two partiesinvolves both a purchase and a sde. Say extended this
interdependency of supply and demand from the barter economy where every sde involves ademand
or supply can exist and no commodity will be produced without a corresponding level of demand for its
consumption, to a genera theory of markets.'®

Koolman (1971) thoroughly reviews Say’ s publication (in French), examines“Say’'s
Conception of the Role of Entrepreneur.” Koolman complaines that “ Say makes only aflegting
gppearance in mogt tests on the subject, and then chiefly for his‘law of markets where he tendsto
occupy therole of aclassca ogre waiting to be dain by the Keynesan knight. Only rarely ishe given
credit for his contribution to the theory of the entrepreneur.”

According to Koolman, the entrepreneur was pure intermediaries in the productive process. “In
Say’s schemait is shown how the entrepreneur hired the services of the other productive agents, land,
labor and, in most cases capita, in return for the payment of rent, wages and interest, and how he
combined them in order to meet the demands of find consumers. Thus, Say wrote that the demand by
the entrepreneurs was seen as one of the forces which operated to determine the value of productive
services. On the other hand, the supply of the various productive services was determined by a variety
of motives.

Because of thisintermediary role, “The entrepreneur, therefore, occupied a centrd role in the
economy. He was the linchpin, holding together landlord and capitdit, technician and |aborer, producer
and consumer. He was the organizer of production, and in that capacity the intermediary between dl the
agents of production, and between al these and the find consumers; he was the center of aweb of
relationships, and was able to profit from his knowledge and the ignorance of others. Say’s schemawas
much more reveaing than that of his predecessors, the Physiocrats, who had conceived of the process

of exchange as one based on socio-economic classes rather than on individuas”*’

By quoting from Say’s Traité d’ Economie Politique, Koolman clams that “the entrepreneur

was occupied both on the demand and the supply sides of the market equation. On the demand side,

® Thisiscalled Say’s Law of Markets. This theory later was accepted and clarified by David Ricardo and J.S. Mill. It
has been interpreted and become popular as “ supply creates its own demand.” Prices are assumed to be such that
the value of commodities produced isjust equal to the value of expenditure on commaodities as awhole. This of
course was aviolation of reality of which particularly was during the World War 1. The Law of Markets had been
severally criticized by Keynes, whose theory is an antagonistic theory of Say.

1



‘heis cdled upon to estimate, with tolerable accuracy, the importance of the specific product, the
probable amount of demand’, whilst on the supply side his concern was with the means of production:
‘at one time he must employ a great number of hands;, at another, buy or order the raw materid. Collect
laborers ... and give at dl times arigid attention to order and economy’.”*

Thisrole of the entrepreneur in linking between markets of demand and supply aso was found
from Tuttle (1927). He wrote, entrepreneurs “ have long digtinguished, though in aloose and generd
manner, between employer and workman, between employer and capitdist, and between employer and
landowner, on the one hand, and on the other, between profit and wages, between profit and interest on
amoney loan and between profit and the rent of instruments.”

Of course, as his critiques pointed out, the shortcoming of Say’ stheory isthat it failsin the
Stuation such as agenerd excess of commodities, of which it happened particularly during the Greet
Depression — as much as the failure of Keynesaniam after the Oil Crigs in the 1970's. Also, it did not
touch issues such as whether the society should dlow dl “supply to create it own demand” (we can
quickly list two smple examples: “lemons’ on the auto market, illega drugs such as heroin on Streets,
and pirating over internet). Thisleads to the discussion on entrepreneurship.

Entrepreneurship

Our concern chiefly being with how the entrepreneur affects economic wellbeing, it seems
logicd that — having defined the entrepreneur as an individua with a perpetud desire for achievement —
our atention turn to that under what conditions those entrepreneurs can be productive and most relevant
to growth. Because of that the existence of entrepreneursin asociety isa sufficient but not necessary to
guarantee the economic development and growth, we need to look into the critical condition that is most
relevant to our concern, even though it might be in avery redtrict manner.

Baumol (1990) observes that “When conjectures are offered to explain historic dowdowns or
great caps in economic growth, there is the group of usud suspects that is regularly rounded up —
prominent among them, the entrepreneur. When growth has dowed, it isimplied that adeclinein
entrepreneurship was partly to blame (perhaps because the culture’ s ‘ need for achievement’ has

1" See Koolman (1971).
B 1bid.



atrophied). At another time and place, it issaid, the flowering of entrepreneurship accounts for
unprecedented expansion.” Apparently, Baumol does not agree with such approach.

In his earlier work, Baumol (1968) testifies that “ The entrepreneur is a the same time one of the
most intriguing and one of the most eusive characters in the cast that congtitutes the subject of economic
andyds. He has long been recognized as the apex of the hierarchy that determines the behavior of the
firm and thereby bears a heavy responsbility for the vitality of the free enterprise society.”

It is clear that Baumol has distinguished the entrepreneur as an individud from the firm asan
ingtitution. Further more, he has put a large premise on the entrepreneur to “ bear a heavy responghility”
— the existence of the free enterprise society. The entrepreneur can not play hisrole in aproductive
manner if certain premises were not in place. The “free enterprise” society definitely is an important one.

We often are perplexed by our observation of the world and history: Why do economies of
many Middle-Eastern nations that have strong traditions of trading and commerce, remained stagnant
for along period of time? Why were the most successful business men and women in the present China
among the mogt radical and anti-capitalist “Red Guards’ during China's 10-year long “Cultura
Revolution”?Why do we have so many Indian immigrants who have been successful and prosperous
entrepreneurs in the U.S. while Indial s economy is till lagging behind? Who can guarantee that Bill
Gates, one of the mogt brilliant and shrewd entrepreneursin U.S. history, would not become afigure of
“the Kingpin” if he were born in Columbia, per s? We have to trust that God isfair, he created
economic men resided in each place on earth must be equally entrepreneurid. Entrepreneurs can be
found in places such as Russia, China, Japan, Irag, Iran, German, France, Ethiopia, Cuba, and Haiti.
We have to discern that the entrepreneur is not the necessary condition for the economic surviva and
advancement. Is there a necessary condition?

We attempt to credit “ entrepreneurship” as the necessary condition. The suffix “-ship” often
offers multi-meaning to aword. Entrepreneurship could be explained in terms of the qudity or condition

of entrepreneurs, smilar to friendship or scholarship. It can be judtified in terms of the status of

19 Capitalism and the capitalistic infrastructure were introduced to India more than one and a half centuries ago and
after the independence, India has experienced one of the most stable democraciesin the less developed nations. The
economy did not perform as well as many other nations, such as South Korea and Singapore that both countries had
the most authoritarian type of government yet their economies grew at an unprecedented level for along period of
time before 1990s.
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entrepreneurs, smilar to professorship or authorship. It dso can be employed in terms of the functioning
of entrepreneur, Smilar to penmanship and leadership. Because of these multi- meanings, the word of
entrepreneurship has been used in avery wide range. It is the time to give the word a meaningful and
certain implication in the content of economic theory of the entrepreneur.

The hitherto best definition of entrepreneurship in the literature of the field might be in Morris
(1996). In this paper, Morris suggests to define entrepreneurship as “the relationship between
entrepreneurs and their surroundings and the role government playsin cresting these environments.”?
Such surroundings and environments must alow the entrepreneur to perform his best for achieving his
gods of economic surviva and advancement; and at the same time, those surroundings and
environments must create the mogt effective awarding rules to guild the self-driven entrepreneur to
dlocate his effort in the best interest of himsdlf aswell asthe society. Hence, we can first define the
entrepreneurship as an economic system including two components: the firdt is caled as* environment”
by Morris (1996); the second is cdled as the “set of rules’ by Baumol (1990).

According to Morris (1996), the environment “includes the economic, paliticd, legd, financid,
logidtical, and socid Structures that characterize a society.” A well-defined entrepreneurship must
include the socid condtitution, of which each economic man must be granted the bagic rights: the right of
free enterprise and the property (including intelectud property) right. People are granted the “human
right” so that each human being must have the right to be a human, regardiess such things as gender,
race, heath condition, or socid status. Each entrepreneur must have the fundamenta right to engage in
activities to survive and to advance in the economy.* Entrepreneurship also must include the economic
infrastructure, of which logistical arrangements such as roads, power grids, waterways, arports,
education system, communicetion system, legidative system, financid system and market structure that
al effectively organized and designed for supporting entrepreneurid activities,

Papanek (1962) aso notices the importance of the entrepreneur in economic growth and the

government in the formation of entrepreneurship. He finds, “ Discussion of economic development, since

% Morris, Michael H. (1996), “ Sustaining the Entrepreneurial Society,” Working Paper 96-01, The Small Business
Foundation of America: The Research Institute of Emerging Enterprise.

2 This should have alist of itemsin place but legal/regul atory structures are most significant. Legal formations of
enterprise, “ permit limited liability, ensure contract enforcement and intellectual property protection, and alow liberal
treatment of bankruptcy, encourage competition and impose fairly strong restrictions on monopolistic obstacles to
new product and process development.” Ibid.

14



the revivd of interest in the late forties, dmost invariably starts with the acknowledgment that economic
growth depends on a complex of interrelated factor--not the only, but the most important, determinant
of growth. The emphasis at various times and by various authors has been on technica knowledge,
ideologica fervor, natura resources, governmenta organization, motives and attitudes, and capital.
Emphasis has recently shifted to the key role of decision-making innovators, particularly in industry-in a
word, entrepreneurs.” He lists four so called noneconomic conditions that “may be necessary for the
development of entrepreneurship.” Those conditions are:

1. “agovernment and civil service able to maintain law and order, to prevent massive
capital flight, to enforce import controls, and to provide reasonably adequate
overhead facilities;

2. atleast avery small proportion of the population accustomed to responding to
mar ket incentives;

3. avalue system and institutions that were not so hostile to entrepreneurial activity
that only a strongly deviant group would be prepared to undertake it;

4. apoalitical systemwhich did not collapse despite high prices to consumers, high profits
for industrialists, and the presence of many foreign technicians.”

Baumol (1990) employs the hitorica evidence from ancient Rome, early China, and the Middle
Ages and Renaissance in Europe and examines his basic hypothesis about entrepreneurship. His
conjectureisthat, “while the total supply of entrepreneurs varies among societies, the productive
contribution of the society’ s entrepreneurid activities varies much more because of their dlocation
between productive activities such as innovation and largely unproductive activities such as rent seeking
or organized crime. Thisdlocation is heavily influenced by the relative payoffs society offersto such
activities”?

So Baumol proposes that not the entrepreneurs themsalves but the system, of which it can
alocate entrepreneuria resources and determines the outcome in the economy. He states, “Therearea
variety of roles among which the entrepreneur’ s efforts can be redllocated, and some of those roles do
not follow the congtructive and innovative script that is conventiondly attributed to that person. Indeed,
at times the entrepreneur may even lead a parasitical (blood-sucking) existence that is actudly damaging

to the economy. How the entrepreneur acts at a given time and place depends heavily on the rules of

2 William Baumol (1990), “Entrepreneurship, productive, unproductive and destructive,” Journal of Political
Economy, 98(5): 893-921.
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the game — the reward Structure in the economy — that happen to prevail. Thusthe centra hypothesis
hereisthat it isthe set of rules and not the supply of entrepreneurs or the nature of their objectives that
undergoes sgnificant changes from one period to another and helps to dictate the ultimate effect on the
economy via the allocation of entrepreneurial resources.”

Baumoal (1990) then takes on the issue of the dlocation of entrepreneuria talent among different
activities, dl of which cannot be considered productive. His hypothesisis essentidly that different
ingtitutional frameworks and, particularly, the reward structures have directed entrepreneuria vison
towards avariety of activities throughout history, indicating that government policy can have a
subgtantia affect on the quality of entrepreneurid contribution present in an economy. Inhisarticle
Baumoal writes, “Thus the centrd hypothesis hereisthat it isthe st of rules and not the supply of
entrepreneurs or the nature of their objectives that undergoes significant changes from one period to
another and helps to dictate the ultimate effect on the economy via the allocation of entrepreneuria
resources.”

Baumol certainly understands the importance of directing the entrepreneuria vision because the
entrepreneurial energy as human resource can be utilized to reach the best interest of the society asa
whole. Thisisgmilar to the utilization of natura resources. Take solar energy as an example: if we do
not use t, it would be not fully used. Hydraulic power is another example: if the system designed well,
the hydro power can be converted into electrical power; the water resource can be used for agricultural
and indudtria productions. Otherwise, it may bring out catastrophes to human being and to the nature
itsdf. In order to wisdly use dl energies to benefit human lives, we have to gain the knowledge of those
energies. A system that does not recognize and nurture hidden entrepreneuria energy, but rather places
severe roadblocks in the way of entrepreneuria action, will contain entrepreneurs who primarily engage
in unproductive or even destructive endeavors.

Baumol observes that the god's and motivation of entrepreneurs have remained constant over

time, but that different indtitutiona structures provide opportunity in different arenas. Therefore, progress

% \When Russian economy was under the centrally controlled economic system, the “free enterprise” was not
allowed. The rewarding structure was designed to attract entrepreneursin building heavy industries and military
power — peopl €’ slives had suffered for along period of time and the economy collapsed. On the other hand, once
the communist system collapsed and the new system was not yet in place, the “free enterprise” out of control. The
economy set back even further because of the entrepreneurial energy went to arenas such as corruption and
organized crime.
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in researching and identifying the varigbles that effect a change in the alocation of entrepreneuria effort
will provide sgnificant indghts into the growth policies that are best suited for encouraging productive
entrepreneurship. One would expect productive entrepreneurship to exist in an environment that
minimizes barriers to entry, cresting the potentid for al would-be entrepreneurs to easly participate.

As can be seen in Baumol’ s research, entrepreneurship is heavily influenced by the politica
regime that an economy has adopted and shaped by the paolicy that the palitica regime has imposed,
implemented and re-enforced. The economic performance is endogenoudy determined by the socia-
political system, therefore, entrepreneurship — under Baumol’'s “not so clear” definition, evidently would
be productive, unproductive or destructive. Thisis, in turn, “entrepreneurship” became a usaless term.

It s;ems to have a need to define entrepreneurship in a more restrictive manner. We suggest that
entrepreneurship is to be defined as the system necessary for economic growth. It consists of three
components. entrepreneurs that desire to achieve their god of economic survival and advancement; the
socid congtitution that the right for “free enterprises’ is granted, and the government that has the ability
to induce entrepreneurs motivation to achieve toward socid development and growth and to adjust the
congtitution system that works at its best to protect each individua entrepreneur.
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A Simple M oddl

In this section, we set out a traditiona neoclasscd modd of arepresentative agent’ s utility
maximization subject to budget congraints. The entrepreneur is defined as the economic man. He has dll
the characteridics as a consumer or/and afirm in lines with the traditional economic analyss he
maximizes utility subjected to the budget congtraint, or minimizes total spending for agiven leve of
utility. He maximizes production profit subjected to the total resource available, or minimizes the
production cost for agiven level of output. Besidesdl of these characteritics, the entrepreneur isan
agent, of whom he needs to achieve the gods of economic surviva and advancement. This need must
be acknowledged in his utility function.

We assume the economy inhabited a representative entrepreneur who engagesin two
productions and consumes two goods, ¢! and ¢ Thisindividua has to make decision on dividing his
effort into two productions: one is to manufacture subsistence product, y* (say, bread) and the other is
to creste entrepreneuria product, Y7, (say, cdlular phones).** To smplify the modd so that we can
soldy focus on examining the role of the entrepreneur in the economy, we omit capital in the production
functions. The input of those two productionsis only the physicad effort. The totd time endowment for
such physicd effort isonly 1. The time to be spent into the production of entrepreneuria good is
denoted as e, and into producing subsstence-good is
L=1-€

y'=f(L)=f1-¢ 1)

y* =j () 2

# Theidea can be supported by Baumol (1968). In this article, Baumol proposed that “it is necessary for usto
differentiate between the entrepreneurial and the managerial functions.” He suggested that “we may define the
manager to be the individual who oversees the ongoing efficiency of continuing processes. It is histask to see that
available processes and techniques are combined in proportions appropriate for current output levels and for the
future outputsthat are already in prospect. He sees to it that inputs are not wasted, that schedules and contracts are
met, he makes routine pricing and advertising outlay decisions, etc., etc. in sum, he takes charge of the activities and
decisions encompassed in our traditional models.” ... “ The entrepreneur (whether or not hein fact also doublesas a
manager) has adifferent function. It is hisjob to locate new ideasand to put them into effect. He must lead, perhaps
even inspire; he cannot allow thingsto get into arut and for him today’ s practice is never good enough for
tomorrow.”
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Production functionsf (L ) andj ( e) both are defined only for nonnegetive vaues of the input and
output levels,i.e, L >0,e>0andf (L) >0,] (e);andthey are defined only for nondecreasing,

ie, fL>0andj ¢ >0

The entrepreneur’ s supply of y* creates it own demand, ¢. The entrepreneur has to set up the
price, P (it isthe relative price of y? in terms of the price of y*, which is regtricted to be 1) so that heis
ableto sdl y? on the market. In addition, P is avehide thet satisfies the entrepreneur’s need for
achievement: creating anew product that wins the acceptance of consumer, earning the profit and
alocating resources for producing y* and y* so that the entrepreneur is satisfied at the maximum level —
these dl indicate that the relative price P produces a pogitive effect on his utility function U (3.

In defining the entrepreneur as economic agent who isingenious and creetive in finding ways to

add to their own weslth, power, and prestige, Baumol (1990) suggested that individuas choose to be

entrepreneurs when or because their utility (from wealth, power, and prestige) is maximized by so doing.

Let us assume that the utility function of the entrepreneur isU (c', ¢, e, P). Without losing the basis of

the neoclassical paradigm of consumer-choice theory, we can trividize U (¥ as a summétion of four

independent components: u*(c?) + u?(c?) +u®(e) +u*(P) .%° Each component U (i = 1, 2, 3, and 4) is

a utility function of corresponding argument, ¢, ¢, e, and P. Hence, the entrepreneur’ s utility

maximization problem becomes:

Max U(ct,c?,eP) =u'(ct)+u®(c®) +u®(e)+u*(P) ©)

st. ct+Pc’Ey +Py?=f(1- &+Pj (e (4

We can write the Lagrangian for this utility maximization problem as

L (¢t c?,eP,1 ) =ut(ch) +u?(c?) +u(e) +u*(P) +I | f (- &+ Pj (¢)- c*- Pc?|

% See“The Theory of the Firm” in James Henderson and Richard Quandt (1971), Microeconomic Theory: A
Mathematical Approach, Second Edition, McGraw-Hill Book Company.
% See Eugene Silberberg (1990) for excellent mathematical reference.
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Herel isLagrangian multiplier on the resource congtraint. When we differentiate with respect to each of
the arguments, ¢*, ¢, e, P and | , that dl contribute to the utility maximization, we have following five
first order conditions that must hold at the optima solution:

IL/Mct=u -1 =0
IL/1c¢=u,-1P=0;

IL/Te=u—-I (fL. =Pj o9 =0;
IL/TP=U—IPj=0;

/91 =f1-e+Pj (e—c'—Pc*=0.

Where u, = du¥/dc', u, = du’/dc?, ue = du’/de, and up = du*/dP. For u, > 0, the “relative price’
of ¢, e, and P can be correspondingly written as margina rate of substitution between each of those

itemsand c":
%=P>o, asu,>0and u,>0 ®)
%:fL' P . <0, asu.<O0andu,>0 (6)
U%lecz_j (€ >0, asup>0andu, >0 ()

Equation (5) illugtrates how the entrepreneur should set up the price. The price, P, must be set
to equate the marginal rate of substitution between the two products, u,/u,. Thisresult is consistent with
the traditiona neoclassicd prediction.

Unlessu, = 0, (6) showsthat f, < Pj «, i.e. the value of margind product of physicd effort in
production of y* isless than the value of margind product of physical effort in production of y?. The
implication of this result is extremdy sgnificant. Above and beyond dl Baumol had discussed in his
1990 article about unproductive and destructive entrepreneurship, another most vivid and devastating
example from modern history was the most destructive entrepreneurid effort during China's “ Gresat
Leap Forward” between 1958 and 1960. The subjective vaue of producing iron and sted was
infuriately higher than producing consumer goods such as corps. Peopl€' s entrepreneuria effort turned



into catastrophic frenzy: extremely inadequate productions for consumer goods; farmers went to the
production of iron and stedl, and thousands and thousands of acres of matured corps putrid in the fields.
The “Great Legp Forward” ended with a historical record of 30 million deaths from Starvation.

Mogt intriguing result is equation (7). When the entrepreneur subjectively “internalizes’ the price
into his utility function, it exhibits a result of “monopalistic’ pricing. The entrepreneur is ableto charge a
higher price than a perfectly competitive market equilibrium price, where market demand meets market
supply, &= (€). At the price P", demand of ¢ is higher than production of V2, i.e, &> (€).

Now, we postulate another scenario. Baumol (1990) proposes “how the entrepreneur acts at a
given time and place depends heavily on ... the reward structure in the economy ... (or) the prevailing
rules of the game that govern the payoff” to reward or guide the entrepreneurid effort. Hence, the model
alows the government to play arolein fostering entrepreneurship by ensuring the society to bewith an
adequate amount of subsistent production and by promoting the entrepreneurid production. The former
can be done by subsidizing subsistent good and the latter can be done by awarding productive
entrepreneurid effort. To this end, we assume that the government imposesalump sumtax t  to finance
itsgpending G that is alocated into two areas. one isthe price subsidy at the rate of d for subsistent
production f (L) and the other one isto awvard each additiond gain (i.e., the margina productivity) from
entrepreneurid effort, | ¢, at therate of x. To smplify the date of affairs, we assumethat d + x =1 and
the government has to balanceits budget, i.e., G = t. The entrepreneur views the government award at
therate of x as his achievement and interndizes thisrate into his utility maximization problem.

This setting dlows the government to play avery important role in guiding the entrepreneur. If y*
isinnovative and productive, the government can increase the rate x ; otherwise, it would be reduced. It
can be st to a zero, or a negative number, i.e., atax on the margind productivity of entrepreneuria

effort.

Max U(ct,c?,ex) =u(ct)+u?(c?) +u®(e) +u*(x) (8)
st ct+Pc2+t £ f(L)+Pj (6 +df, +xj . 9)
dxf, +x5% , =G =t (10)
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Subdtitute L by 1 —eand d by 1 — x, the new Lagrangian for this utility maximization problem

L (et c?ex,1 )= ut(ch) +u?(c?) +u(e) +u*(x) +
|[f@- &+Pj (+@-x)f +xj - c*- Pc?-t] (12)
iw/qMct=u -1 =0;
Iw/cc=u,—-1P=0;
IL/Te=ue—I [fL =Pj e+ (1-X)fL—X] & = 0;
/X = u =l [fi—] ] =0;
L/l =f(L)+Pj ©+df +Xje—C—Pc—t = 0.

The “reative prices’ in this new setting are:

‘%1 =P>0, asu,>0andu,>0 (12)

l%:fL+dfoL-P>je-x>1'ee<O, asU.<0 (13)
1

u%:fL.je>0, asu>0 (14
1

Equation (12) provides the rule for price setting of the entrepreneur. Again, the rdative price P should
be equal to the rate of subgtitution between the two goods, ¢* and ¢®. Equation (14) impliesthat the
entrepreneur’ s dlocation between eand L must satidfy . > , 1., themargina productivity of
subsistent good must be grester than each additiond gain from the production of entrepreneurid good.
Thisimplies that, within the current system, the limited resources would not be drained into soldly
entrepreneuria production and the production of the subs stent goods to be ensured. Equation (13)
implies that rates of return to scalef, |, J «, and policy variadblesd and x must be al taken into account
fordlocaing L and e.



Concluding Remarks

After redizing by economigts, of which Baumol is one of the foremen, about our incapacity to
incorporate the entrepreneur’ s role into the mainstream models of value theory or the theory of the firm,
many economigts effort in gaining this capacity has led usto believe that we need to identify the
entrepreneur to be the economic man in our sudy. This would enable the mainstream models to
incorporate the mative of the firm'’s profit maximization into the vaue theory, of which theintringc vaue
of acommodity that the economic man produces and consumes is to be essentia and the “ market price’
of economic man's activities is to be determined. In turn, the theory of the firm would be liberated from
studying motive or value of the entrepreneur. Instead, it would be focused solely on the behavior of
firmsasindudtrid organizations, of which the product pricing, output decison, dividend determination,
and investment decision are typica examples.

Employing Adam and Eve as perceptible economic men, grounding on the detailed literature
review, this paper ventures to build an “off mainstream” mode that the entrepreneur is assumed to
behave asif he maximizes utility including his value and desire to succeed, subject to income condraint,
of which his physical effort in subsistent production and entrepreneuria production generate this income.

There dso is aneed to meaningfully define the term of entrepreneurship specificaly asan
economic system. That is, entrepreneurship consists of three components: entrepreneurs that desire to
achieve thair gods of economic surviva and advancement; the socid condtitution that the entrepreneur’s
right for “free enterprises’ is granted and the government that has the ability to adjust the economic
inditutions that work at the best to protect each individua entrepreneur, and to induce entrepreneurs
“motive to achieve’ toward the socid development and growth.

Thesdmplemodd suggests that, with the absence of entrepreneurship (defined in section 2), the
vaue of margind product of subsistence goods isviewed inferior to it of entrepreneuria goods and the
quantity of supply of entrepreneurial goods is below the market demand for these goods. On the other
hand, the modd successfully predicts that, under the “reward structure in the economy,” limited
resources can be dlocated efficiently between producing subs stence goods and entrepreneuria goods.



In order to have sufficient enough resources for producing entrepreneuria goods, the productivity of
subsistence goods ought to be improving incessantly.

Continuous effort will be made to improve the analytical model expressing the entrepreneur’s
“desire to succeed.” More characterigtics of entrepreneurs and entrepreneurship should be examined in
the modd so that their behavior could be predicted by the model. Further more, an empirica study will
be considered to test the theoreticd findings.
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